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SUBJECT: Internet Access Refundable Credit

SUMVARY

Under the Personal Incone Tax Law (PITL), this bill would allow a one-tine
refundabl e credit in an anount equal to 80% of the cost paid or incurred, not to
exceed $500, for obtaining a personal computer, printer, and access to the
Internet by taxpayers qualifying for the federal Earned Income Credit (ElICQ

This analysis will not address the bill’'s provisions regarding the Public
Uilities Commi ssion, as they do not inpact the departnent’s prograns and
oper ati ons.

EFFECTI VE DATE

This bill would be effective January 1, 2001. By its terns the tax credit would
apply to taxabl e years beginning on or after January 1, 2000, and before
January 1, 2005.

LEG SLATI VE H STORY

SB 1817 (2000) proposes a credit of an unspecified anount to any taxpayer who
provides an Internet connection and an Internet access device w thout charge to a
| owi ncone househol d. AB 2163 (2000) proposes credits for taxpayers who provide
| ow i ncone househol ds a conputer or Internet access.

SPECI FI C FI NDI NGS

Exi sting federal and state |laws provide various tax credits designed to provide
tax relief for taxpayers who incur certain expenses (e.g., child adoption) or to
i nfl uence behavi or, including business practices and decisions (e.g., research
credits or econonic devel opment area hiring credits). These credits generally
are designed to provide incentives for taxpayers to performvarious actions or
activities that they may not ot herw se undert ake.

Exi sting federal and state |laws allow individuals to deduct certain expenses,
such as nedi cal expenses, charitable contributions, interest, and taxes, as

item zed deductions. Expenses for the production of incone and certain enpl oyee
busi ness expenses are consi dered m scel |l aneous item zed deducti ons and nust
exceed 2% of adjusted gross inconme (AG) to be deducted. Individuals generally
cannot deduct itenms such as personal conputers or Internet access, unless the
equi pnent is used in a trade or business.
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Exi sting federal law allows eligible individuals a refundable EIC. 1ncone
anount s phase-out based on the nunber of qualifying children. The 1999 federa
El C phase-out ampbunts are as foll ows:

El i gi bl e I ndi vi dual Compl etely

W th Phased- out @
1 qualifying child $26, 928

2 or nore qualifying $30, 580
children

no qualifying $10, 200
children

Under provisions of federal law (Title IV of the Personal Responsibility and Wrk
Opportunity Reconciliation Act of 1996 (P.L. 104-193)), certain aliens are
ineligible for federal, state and | ocal public benefits, including the EIC. The
IRS del ays all returns claimng the federal EIC that do not pass an automated
Soci al Security nunber verification process. By its terns, this federal |aw
applies to states.

Under state |aw, individuals who nmake [ ess income than the filing thresholds are
not required to file an income tax return since the standard deducti on and
personal exenption credit would elimnate any tax liability. For 1999, these

t hreshol ds are $10,899 in gross inconme or $8,719 in adjusted gross incone (AQ)
for single taxpayers and $21,798 in gross incone or $17,438 in AG for married
filing joint taxpayers. These thresholds are indexed annually.

Current federal and state laws do not allow a credit for providing |Internet
connections and Internet access devices.

This bill would allow a one-tine refundable credit in an anount equal to 80% of
the cost paid or incurred, not to exceed $500, for obtaining a personal conputer,
printer, and access to the Internet by taxpayers qualifying for the federal EIC

This bill specifies any credit in excess of the tax liability shall be credited
agai nst ot her anmounts due, and the bal ance shall be refunded to the taxpayer.

This bill specifies that no deduction would be allowed for the same expenses for
which the credit was all owed.

Since this bill does not specify otherw se, the existing state | aw regarding the
di vision of credits anong two or nore taxpayers, a husband and w fe, and
partners, would apply.

Pol i cy Consi derati ons

Hi storically, refundable credits (such as the state renter’'s credit, the
federal Earned Inconme Credit and the federal credit for gasoline used for
farm ng) have had significant problenms with invalid and fraudul ent returns.

This bill does not restrict the credit to taxpayers who obtain computers or
printers for use within California or to taxpayers who obtain access to the
Internet fromw thin California.
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Currently the departnent is noving toward paperless, electronically filed
(E-file) returns. This bill would support the direction of the departnent
by allow ng nore taxpayers to access the Internet.

| npl emrent ati on Consi der ati ons

As a refundable credit allowed to taxpayers qualifying for the federal EIC,
this credit may be interpreted to be a state public benefit under federal
law. As a public benefit, the proposed credit may fall under the federal
provi sions making certain aliens ineligible for state public benefits. To
establish eligibility, the claimnt nust declare hinself/herself to be a
citizen of the United States or an eligible alien. Verification of
eligibility significantly conplicates the inplenentation of refundable tax
credits.

The proposed credit woul d be based on the taxpayer qualifying for the
federal EIC, which is calculated using nodified adjusted gross incomne
figures (non-taxable and taxable earned incone). The FTB does not have

i medi ate access to the federal nodified adjusted gross incone figures and
woul d have difficulty verifying the taxpayer’s eligibility at the tinme of
filing.

The proposed credit under this bill would be clained by | owincone

t axpayers. Lowincone taxpayers generally file their tax returns on forns
540A, 540EZ or 540-2EZ. To minimze the conplexity of these returns, the
only credit currently allowed on these forns is the nonrefundable renters
credit. Adding lines to these fornms would increase their conplexity and
coul d have a noderate to significant inpact on the departnent's operations.

The bill does not specify the length of tinme during the year that the
Internet service nust be obtained to qualify for the credit. Therefore, it
appears if service were obtained for any period during the year, the
taxpayer would qualify for the credit. |If the author’s intent is to
guarantee access to the Internet, a requirenent that the credit only be
allowed if access continues throughout the year or for sone specified period
may be appropriate. Also, such a requirenent would elimnate concerns that
a computer may be purchased, the credit clained, and the conputer

i medi ately sol d.

It is unclear whether such devices as televisions with Wb-TV and pal m
pilots would qualify for the credit. Also, a variety of peripherals, such
as cabl es, surge protectors, and software, are frequently purchased with a
computer. It is also unclear whether services that acconmpbdate access to
the Internet such as tel ephone service would be considered a cost incurred
in obtaining access to the Internet. A precise definition for “costs paid
or incurred for obtaining a personal conputer, printer, and access to the
Internet” is needed.

It also is unclear if the "one-tinme refundable tax credit” limtation
appl i es per taxpayer or per household. For exanple, if a husband and wife
file separate tax returns, it is unclear whether both could claimthe credit
if they each obtained the required equipnent. Cdarification is needed to
avoi d di sputes between the departnent and taxpayers and ease the

adm ni stration of the credit.
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Personal conmputers and Internet service are becomng easier to obtain

t hrough manufacturer rebate prograns. Taxpayers nay be eligible for various
rebates ranging up to $700, thus lowering the purchase price of the

equi pnment required for this credit. The departnment woul d have no way of
verifying that the taxpayer subtracted the anount of the rebate when

determ ning the cost upon which the credit is cal cul ated.

It is unclear whether a personal conputer, printer, and access to the
Internet nmust all be obtained within a single taxable year and if not, in
whi ch taxabl e year the taxpayer should claimthe credit. A taxpayer m ght
prefer to claimthe one-tinme credit for the taxable year with the greatest
expendi ture. However, Internet access mght be obtained in a year where
expenses eligible for the credit would be | ess than eligible expenses in
prior years.

Most taxpayers that qualify for the federal EIC probably have little or no
federal or state tax liability, and therefore do not have a California
filing requirement. They would be filing tax returns to claimthe proposed
Internet Access Credit. The additional filing of returns may significantly
i npact the department’s prograns and costs.

FI SCAL | MPACT

Depart nental Costs

The department’s costs to adm nister this bill cannot be determ ned unti
i npl ement ati on concerns have been resol ved, but could be significant.

Tax Revenue Esti mate

Based on data and assunptions discussed bel ow, revenue | osses fromthis bil
are estimated to be as foll ows:

Esti mat ed Revenue | npact of SB 1626
As Introduced February 22, 2000
Taxabl e Years Beginning After 12/31/99 and Enactnent After

6/ 30/ 2000
Fi scal Years 2000- 01 2001- 02 2002- 03
Revenue | npact (Rounded) -$16 -$18 -$18

It is assunmed that all three conponents nust be acquired during the year to
qualify for this credit (i.e. conputer, printer, and access to the Internet).

Any possi bl e changes in enpl oynent, personal incone, or gross state product
that mght result fromthis provision are not taken into account.

Tax Revenue Di scussi on

Revenue | osses fromthis refundable credit woul d depend on the total anount
of purchases by qualified househol ds during the year.

According to Internal Revenue Service data (“Statistics of |ncone
Bulletin”), nearly 2.5 mllion California househol ds clained the federa
earned incone tax credit for tax year 1997.
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Reportedly, 40%of all U S. househol ds have conputers, conpared to 8% of
famlies with | ess than $10, 000 of annual incone. The federal EICis
avail abl e to households in | ower incone groups (generally |ess than
$30,000). The househol ds estimated to purchase conputers with the other
requi red conponents was 5% for those with I ess than $20,000 of AG and 8%
for households up to $30,000 of AQ.

The follow ng steps were used to project revenue inpacts:

- Fromthe total nunber of California households claimng the federa
EICin 1997 (nearly 2.5 mllion), there were nearly 2 mllion clains from

t he i ncome group bel ow $20, 000 and nore than 400, 000 cl ai ms from househol ds
with incone between $20,000 to $30, 000 per year. These nunbers were
expanded by 2% annual ly to project the nunber of households in year 2000 and
thereafter.

- It was assunmed that only 5% of households with [ ess than $20, 000 of
AG@ and claimng the federal EIC already own a conputer with the other
requi red conmponents and 8% for the higher incone group (106,000 and 35, 000
owners respectively).

- Annual purchases by qualifying | owinconme taxpayers, before
considering an incentive effect, were estimated to be 20% (refl ects an
average hol ding period for existing computers of five years), which results
in around 28,000 qualified purchases per year

- It was assuned that this proposed refundable credit (up to $500) woul d
create an incentive effect of 25% of additional purchases for both incone
gr oups.

Based on these assunptions, the nunber of qualified credit clains would be
on the order of 35,000 for year 2001. The nunber of credit clains is
projected to grow annually corresponding to the California popul ati on growth
(2% per year) prior to incentive effects.

If the maxi mumcredit of $500 were applied, annual revenue | osses would be
on the order of $18 million per year. Wth an assuned enactnent date after
June 30, 2000, the first year’'s incentive effect (year 2000) was cut in
hal f .

It should be noted that if this bill’s intention is to provide this
refundabl e credit for purchase of any one of the specified conponents,
revenue | osses woul d be substantially Iarger.

POSI T1 ON

Pendi ng.



